Our aim in this paper is, first, to derive a model capable of explaining the stylized fact that fluctuations in labor market activities over the business cycle are primarily accommodated by changes in employment rather than in wages and, secondly, to test this model empirically. The model is simple, analytically tractable, capable of explaining a wide range of labor market behavior and, crucially, capable of explaining away real wage rigidities without resorting to market imperfections. Second, when tested empirically, the model is found to be strongly supported by the data of a diverse spectrum of economies. As it turns out, our model shares a key property with Phelps (1994) and Phelps and Zoega (1998) , namely, that variations in the price of assets play a pivotal role in explaining variations in employment and in wage rates.
Introduction
The stylized fact that fluctuations in labor market activity over the business cycle are accommodated primarily by changes in employment rather than changes in real wage rates, comes by the name of real wage rigidities. Neoclassical macroeconomics maintains that such rigidities are the outcome of optimizing behavior. Building on the pioneering work of Lucas and Rapping (1969) , economists in the neoclassical tradition espouse the hypothesis that workers substitute their work effort inter-temporally on the basis of the current real wage rate, the future real wage rate and the real interest rate. Economists in the New Keynesian tradition cast doubt on this scenario because, as they argue, there is not sufficient evidence to support the hypothesis that labor supply is highly elastic or that shifts in labor supply play a prominent role in business cycle fluctuations 3 . Instead, these economists attribute wage rigidities to market imperfections 4 .
However, empirical findings on labor supply are likely to be biased because they do not typically allow for homework. For instance, as Rupert et al. (2000) report, omitting homework activity biases downwards the responsiveness of market hours to the real wage rate and, therefore, a model of labor supply that allows for a household sector is more likely to fit the data. To quote Benhabib et al. (1991) : "In contrast to the standard model, which relies exclusively on inter-temporal substitution, the home production model also includes intra-temporal substitution between market work and homework at a given point in time. This makes the labor supply response in the home production economy more similar to that in the data ...". What these observations suggest is that to capture empirical responses of labor supply more accurately a researcher ought to account for the effect of homework activities. To this effect, in what follows, we shall be distinguishing between a market sector that includes all types of economic activities 3 See Romer (1996) , Sections 4.10 and 101. 4 Please consult volumes 1 and 2 of Mankiw and Romer (1991) .
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recorded in the national statistics and a household sector defined to include the types of economic activities which are classified as homework and, as such, not recorded in national statistics.
With a market sector coexisting with a household sector, it would be natural to conjecture that those who are not part of the labor force as well as those who are unemployed or part-time employed spend their non-leisure time in homework or in some of the activities that define the "informal economy". For instance, the data reported by Borland and Venn (2004) suggests that the unemployed in Australia spend approximately the same time as those who are part-time employed in activities such as domestic work, child care, voluntary work and care, and education and training. The same data also suggests that there is little difference between the unemployed and those not in the labor force as regards to the time each of these groups spends in non-market production activities and in education and training. As Greenwood and Hercowitz (1991) report:
"... household activities involve approximately as much capital as business activities and three times as much (non-sleeping) time...". What these observations seem to suggest is that homework may offer an attractive alternative to full-time market work for those who are voluntarily unemployed or part-time employed. This would be particularly true if, for instance, workers have access to non-wage income. In any event, to model labor supply satisfactorily one would have to address the allocation of non-leisure time between market work and homework.
We consider two types of economic activities: an activity that specializes in the production of a single, final good, the consumption good, and an activity that specializes in installing capital broadly defined to include household capital. Firms that produce the consumption good comprise the final-goods sector which is identified with the entire market sector. Firms specializing in installing capital operate in the intermediary-goods sector. Unlike the output of the final-goods sector which is transacted entirely in the market sector, only part of the output of the 5 intermediary-goods sector is thought to be transacted in the market since, by assumption, installing capital can involve household capital whose installation may be classified as homework. The typical agent in this model divides her entire non-leisure time between the final-goods sector and the intermediary-goods sector. To the extent that employment in the household sector is not recorded in statistics, a reallocation of labor supply from the production of the final good to the installation of capital, broadly defined to include household capital, may result in raising unemployment.
To fix ideas imagine a world dominated by small family establishments, each producing a single marketable good which can either be used for current consumption or for investment. The act of converting this good into installed capital requires time. During periods when demand for the consumption good is low some members of the family may find it profitable to reallocate some of their time in favor of installing physical and/or human capital. For instance, they may redecorate and refurbish their establishment, they may install residential capital and/or non-residential capital, and they may improve their skills through additional schooling and/or off the job training.
In that scenario, periods of low measured productivity will be associated with labor hours being reallocated from the provision of current marketable goods and services to the provision of services that increase future potential output. Taking account of the fact, as Greenwood and Hercowitz (op.cit) observe, that household activities require as much capital as business activities, it would not be farfetched to expect that a reallocation of non-leisure time in favor of homework activities may well be associated with a rise in the rate of unemployment-a rise that would 6 overstate the degree of resource underutilization because those classified as unemployed are increasing value added to the economy.
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In a free-market economy where firms are owned by private agents, a rise in the price of capital, for instance, by boosting non-wage earnings provides an incentive for an individual to reallocate her non-leisure time from the market sector to the household sector. At the same time, a rise in the price of capital by raising the user cost of capital induces firms to reduce labor demand.
Thus, other things equal, a rise in the price of capital is accommodated, primarily, by a reduction in the rate of employment without inducing any substantial variation in the wage rate. Similarly, a reduction in the price of capital is thought to be accommodated primarily by a rise in the rate of employment. This example serves to illustrate the pivotal role that variations in the price of capital play in inducing an intra-temporal substitution of labor supply capable of explaining away real-wage rigidities. The reader can find some similarity between the above reasoning and the analysis in Phelps and Zoega (1998) .
But this is half of the story because a rise in the price of capital favors future consumption relative to present consumption and, thus, favors activities akin to installing capital. To the extent that homework includes activities akin to installing capital to that extent an increase in the price of capital favors a reallocation of non-leisure time in favor of homework through an inter-temporal substitution of labor supply. In short, variations in the price of capital induce intra-temporal as well 5 A more somber assessment is offered in Blanchard (2006) who, on page 5, observes: "One may have a relatively benign view of the shift from market to home work. The image is of a woman who decides to interrupt her career to stay home with her children, or of the man who decides to cut the grass rather than hire a gardener. But there may be more to the story. The woman who used to provide child care may have few other skills, and the same may be true for the gardener. Minimum wage or other constraints on wage may lead them to become and remain unemployed. The result in this case is less market work, more homework, and more unemployment." Minimum wage or other constraints on wage may lead them to become and remain unemployed. The result in this case is less market work, more homework, and more unemployment."
as inter-temporal substitution of labor supply effects that coincide and reinforce each other and that are capable of explaining away real wage rigidities.
The label "wage-curve" can be traced to Blanchflower and Oswald (1990 , 1994 and to Phelps (1994) and Phelps and Zoega (1998) . Blanchflower and Oswald, for instance, use this label to describe an empirical regularity at the local level according to which the elasticity of the wage rate with respect to the rate of unemployment is about -0.1, a small enough number to be consistent with the phenomenon of real wage rigidities. Phelps (1994) and Phelps and Zoega (1998) use the same label to describe an equilibrium locus which is upward sloping in real wage rate-employment space. As alluded above, our model, like the models described in Phelps (1994) and Phelps and Zoega (1998) , emphasizes, directly or indirectly, that asset prices and the ratio of non-wage income relative to wage income play a key role in determining wages and employment.
Therefore, it is not surprising that our analysis leading to the derivation of the wage-curve bears similarities with the model of the wage-curve in Phelps and Phelps and Zoega. However whilst Phelps (op.cit.) and Phelps and Zoega (op.cit) focus on deriving the equilibrium rate of unemployment our main focus is on deriving the equilibrium wage rate consistent with behavior describing an optimizing representative agent who, as it turns out, does not need to resort to "shirking".
The structure of the remainder of this paper is as follows. Section 2 describes the technologies of the final-goods sector and of the intermediary-goods sector. Section 3 describes the command optimum in a model economy where the typical agent maximizes the present value of her lifetime utility subject to the constraints of technology. Our typical agent must make two interdependent decisions: how best to allocate her consumption between the present and the future, and how best to allocate her non-leisure time between the final-goods sector and the 8 intermediary-goods sector. In Section 4 we describe asset market equilibrium focusing particular attention on the equilibrium price of capital. In Section 5 we derive a relation that links the equilibrium price of capital to the allocation of non-leisure time across sectors. As we show, this relation leads directly to an expression that captures the spirit of Okun's law. In Section 6 we use our model to derive an expression for the equilibrium, hourly, wage-rate on the assumption that optimizing agents are operating in competitive markets. To test empirically the model derived in
Section 6 we applied panel data regressions to a sample of macroeconomic data on labor market activity covering a cross-section of 20 OECD countries over a period of more than thirty years. Since by definition hr measures the hours a representative agent allocates to non-leisure activities, the remainder time (measured by 24-hr ) is meant to include all types of breaks this agent can enjoy lawfully during the prescribed working time.
The Technology of Producing the Final Good
To model the production of Y it is convenient to use the version of the neoclassical production in Jones (2001) to write:
and C in intensive form we shall employ the following expressions:
Accordingly, output per hour of effective human capital, ỹ , and its properties are described by [3] and [4] below:
The Intermediate-Goods Sector: The Technology for Installing Capital
In the Ramsey-Cass-Koopmans model the act of converting the consumption good into installed capital is costless. One-sector models with installation costs typically employ an adjustment costs technology convex in the rate of change in the firm's capital stock. Important contributions in this literature include Abel and Blanchard (1983) , Eisner and Strotz (1963), Gould (1968) , Hayashi (1982) , Lucas (1967) , Treadway (1969) and Uzawa (1969) . In two-sector models the marginal cost of investment consists of two parts: the cost of diverting resources from the production of the consumption good into the production of the investment good plus an installation cost component. For instance, Mussa (1977) defines the total marginal cost (TMC) of capital accumulation in terms of foregone consumption to include two components: (a) "the internal marginal cost of investment incurred directly by consumption goods producers" and (b) "the marginal cost of diverting labor into capital goods production". He goes on to say that the latter marginal cost "may be thought of as "external" to the individual consumption goods producer, even though it is clearly internal to the economy".
In this model the opportunity cost of installing capital consists of the cost of diverting labor from the final-goods sector to the intermediate-goods sector. Each period, the intermediate-goods
sector transforms I units of the final good into I units of installed capital. By assumption this sector employs only labor, and the fraction of the labor force engaged in this sector relative to the ratio of gross investment-to-capital shall be measured by . Thus, the activities of the intermediate-goods sector can be described by:
One may interpret  as a parameter affecting the process of installing capital such that, other things equal, innovations that raise (reduce)  are associated with a reduction (increase) in the productivity of labor in the intermediate-goods sector. A broad definition of the labor time required for installing capital would include DIY type of activities, time spent in installing consumer durable appliances, in refurbishing and decorating, and in acquiring new skills.
Deriving the Command Optimum

The Objective of the Central Planner
The objective of the central planner is to maximize the present (discounted) value of the utility of an infinitely lived representative agent. To fix ideas, let ) (c U denote the instantaneous utility of the representative agent with the following properties:
The task of the central planner can now be described as follows:
Subject to:
The Lagrangian for this problem is given by:
The first two terms of [6b] constitute the Hamiltonian whilst the last term introduces the labor input required in the process of installing capital in the form of an equality constraint. Accordingly, the Current Value Lagrangian may be written as follows: ( y , v must also lie in the interior of (0,1). Thus, we may assume an interior solution and express the first-order conditions as follows:
In addition, we must observe the equation of motion for the co 
As Pikoulakis (1997) shows, the conditions for saddle-path stability and the Arrow sufficiency criteria for a global maximum are satisfied in this context.
The solution to [7a] and [7b] yields the following expressions:
Rearranging [8a] -[8b] we arrive at:
In 
As [9b] makes clear, agents install gross investment to the point where the value added from such activity equals the opportunity cost of supplying labor to the final-goods sector, measured by foregone wages. Put another way, the opportunity cost of working in the final goods sector is the forgone value added from installing capital in the intermediary-goods sector.
Solving for the Motion of the Co-State Variable
Capital Market Equilibrium
Applying some algebra to equations 
In [10] , above,  the elasticity of the marginal utility of consumption and K  is the net profit per unit of capital defined by:
If we were to assume that labor-augmenting technical progress is growing at an exogenously determined rate equal to g we would be able to express c c/  as the difference between the growth rate of consumption per capita, ) / ( c c 
, and g to write:
Letting r denote the return on a riskless asset, consumption growth would then be described by:
Substituting [12] into [10] we arrive at:
at the steady-state, long-run equilibrium requires that:
Capital Market Equilibrium, the Price of Capital, and the Share of the Labor Force Engaged in the Intermediate-Goods Sector
Combining the definition of net profits per unit of capital in [11] with the relation between the dividend-yield and the rate of time preference in [15], we arrive at:
By definition, the marginal product of capital, MPK , (to be identified with the user cost of capital) is given by:
Combining [16] with [17a] we arrive at:
Solving for q we arrive at:
Using the expression given by [5] we can link q with ) 1 ( v  as follows:
In [19] , above, we have an expression that links, directly, the equilibrium price of capital with the share of labor force engaged in the intermediate-goods sector.
The Allocation of Non-Leisure Time, the Price of Capital, and Okun's Law
To get a further insight into the relationship between the price of capital and the allocation of non-leisure time between sectors we shall let ) / ( Y I s  define the saving rate taken to be constant, and rewrite [9b] as follows:
Alternatively, and more conveniently, one can rearrange [20] to read as follows:
Assuming both sides of [21] are "sufficiently close" to one, we can take logarithms to arrive at:
Hitherto variations in ) 1 ( v  have been identified with variations of the proportion of the labor force engaged in the intermediary-goods sectors broadly defined to include the household 16 sector. If we were to assume that those who are not in the labor force are mainly "discouraged workers" and proceed to conjecture that the number of discouraged unemployed vary proportionately with the number of registered unemployed we would then be able to identify
with proportional variations in the unemployment to employment ratio. 
Applying the  operator to [23a] above, evaluating the resulting expression at the equilibrium rate of unemployment to be denoted by u , and solving for u  we arrive at :
, assuming r to be constant and solving for q ln  we arrive at:
Substituting [23c] into [23b] we arrive at a relation given by:
Clearly, [23d] describes an Okun's Law type relation. Whether the size of  matches the empirical values associated with the textbook relationship is an empirical matter. What the above analysis serves to re-affirm and illustrate is that the price of capital plays a pivotal role in allocating labor supply across sectors, a role which is consistent with the spirit of Okun's Law .
Modeling the Competitive, Hourly, Real Wage Rate
Our purpose in this section is to derive an expression for the hourly wage rate to be estimated empirically by panel data methods. If labor markets are competitive the equilibrium, hourly, real wage rate  is defined by:
[24]
Using equation [1] to substitute Y out of [24] we arrive at:
, and log-linearizing [25] we shall write:
Using [23a] to substitute q ln out of [26] , and employing subscripts to denote the ith cross-sectional unit at time t we shall restate [26] as follows:
The simplest way to model the effectiveness of human capital is to assume that it consists of the following three components: an educational attainment component, a country-specific constant, and a trend. Letting the average years of schooling control for educational attainment we shall write:
In [28] above, the constant term is meant to capture the initial stock of ideas particular to country i , the time trend is meant to allow for the growth of technical progress along the balanced growth path, and the schooling term is meant to capture differences in the level of human capital among countries. Incorporating [28] into [27] we shall write:
No empirical analysis of labor market activity would be complete without some explicit reference to the effects of unemployment benefits. To this effect we have used the replacement rate (see OECD 1994 , Martin (1996 ) to construct a variable which we label "Replacement Wage" and which is the product of the wage rate and the replacement rate divided by 100. Accordingly, [29] can be rewritten as follows:
In an economy where the agent can choose the number of hours to offer at the market place she would be more inclined to choose to be a part-time worker when there are opportunities to acquire more schooling, participate in off-the-job training schemes, or do housework. Assuming that many part-timers are attending some form of education and/or training, the higher the average level of education in an economy, the higher will be the fraction of part-timers. Moreover, to the extent that those who attend further, off-the fob training, are entitled to unemployment benefits (or to other similar type of benefits) the higher the replacement wage the bigger the inducement to choose part-time employment and, say, acquire more schooling. Both of these effects can coincide to reduce the number of labor hours supplied by the agent as well as her output. This observation suggests that we should include an interaction term between schooling and the replacement wage.
Once we control for the replacement wage and average educational attainment separately, we would expect variations in the interaction term to capture, primarily, the effect of changes in the average number of hours of work supplied and the disruption in the productive process associated 19 with entering and exiting the market place. Therefore, we would expect the coefficient on the interaction term between the replacement wage and schooling to be negative. These observations lead us to adopt the following specification: 
Equation [31] is a quasi-reduced form relationship that combines the demand and the supply sides of the labor market. To better appreciate the implications/workings of this relationship we propose to conduct a thought experiment that traces out the effects of a rise in the price of capital on labor supply. According to our earlier analysis, the impact of such a shock would be to induce agents to shift some of their labor time in favor of activities akin to installing capital. Since installation of capital can be carried out not only in the market sector but also in the household sector and since investment in the household sector exceeds investment in the market sector (see Greenwood and Hercowitz, 1991) there is also a shift of labor time from the market sector to the household sector. At the same time, the rise in the price of capital, by raising the user cost of capital, measured by q r MPK ) (    , induces firms in the final-goods sector to reduce labor demand. Thus, one would expect measured unemployment to rise without any appreciable change in the wage rate, a result that would explain the stylized fact that fluctuations in labor market activity over the business cycle are primarily accommodated by changes in the rate of employment than changes in real wage rates.
The Empirical Evidence
Data and Estimation Methods
20
Our empirical investigation consists of applying panel data methods of estimation -fixed effects as well as random effects methods -to a sample of annual data that draws from a pool of 20 OECD countries. All countries for which data on the variables entering equation [31] could be found are included in our sample. Furthermore, the panel is unbalanced in that the period of estimation differs between the cross-sectional units depending on data availability. Our benchmark regression is a stochastic version of [31] which reads as follows:
The it  terms, above, are assumed to be identically and independently distributed error terms with zero mean and constant variance. In fixed effects models the
 term captures the time-invariant differences between countries, whilst random effects models incorporate this heterogeneity into the error term. Definitions and sources of the data employed in estimating [32] , and a list of the participating countries together with some summary statistics are presented in Tables I and II of the Appendix. If heterogeneous random coefficients are present and the explanatory variables exhibit persistence, dynamic panels (unlike cross sections) are vulnerable to biases that are difficult to eliminate by instrumental variables methods (Pesaran and Smith (1995) ). After estimating a static and a dynamic version of a pooled regression on labor demand, Pesaran and Smith (1995, p.100) reported: "The most obvious feature of the results is the erratic performance of the dynamic pooled model, whose estimates are very sensitive to specification." Given that our main interest is in estimating long-run equilibrium multipliers it is natural to follow the advice of Pesaran and Smith (op.cit.) and run static panel regressions. 
The Regression Results
In Table III of the Appendix we report the empirical results from running random and fixed effects regressions on [32] . Since much of our focus is on the relation between the wage rate and the rate of unemployment we pay particular attention to estimating the coefficient on ) 1 /( u u  with precision. To this effect, we estimate a version where ) 1 /( u u  is lagged one period, partly because it is thought that the effect of unemployment on the real wage rate registers with a lag and partly because lagging a variable is thought to provide more consistent estimators in some cases. It is reassuring to note that all coefficient estimates are highly significant -most of them at the 1% level of significance -and they enter with the hypothesized sign. It is also interesting to note that the parameter values for the variables estimated by fixed effects methods are not too dissimilar from the parameter values obtained by random effects methods suggesting that treating the unobserved, country-specific and time-invariant heterogeneity as part of the error term does not severely bias our results. Introducing time dummies in fixed effects provides more information about the relationship and it is also a particularly robust specification. As a result, when reporting the economic significance of our empirical findings we shall be focusing attention on the regression estimates obtained by fixed effects with time dummies.
The coefficient estimate on the logarithm of the replacement wage ranges from 0.1886 in regression (5) to 0.1923 in regression (6). This means that, other things equal, a 10% increase in unemployment benefits raises the market, hourly, wage rate by nearly 2% -a rather considerable effect. However, other things are not equal since, as hypothesized above, the effect of variations in the replacement wage depends, negatively, on the level of schooling. Indeed, this hypothesis is confirmed by the coefficient estimate on the interaction term of the logarithm of the replacement wage and the logarithm of schooling, an estimate which ranges from -0.1064 in regression (5), to
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-0.1082 in regression (6).Given that the sample average for the logarithm of schooling is 2.0566, the average treatment effect (ATE) applied on the replacement wage reveals that variations in unemployment benefits -all things considered -have a very negligible effect on the market wage rate. In fact, if there is any effect at all, this is more likely to be negative as is suggested by a point estimate obtained by applying an ATE. The main implication of this finding is that in an aggregate model of the labor market, an increase in unemployment insurance interacts with the effectiveness of human capital in a way that serves to reduce not only labor supply, but also labor demand, leaving the equilibrium wage rate largely unaffected.
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The coefficient estimate on the logarithm of schooling, ranges from 0.3292 in regression (5) to 0.3185 in regression (6). Given that the representative agent in the sample has attained, on average, 7.8193 years of schooling the regression results suggest that, other things equal, an extra year of schooling earns a return of just a little above 4.14%. However, as hypothesized above, other things are not equal since the return on schooling depends negatively on the level of unemployment benefits proxied by the replacement wage. To reiterate, the higher the level of unemployment benefits the higher the incentive to reduce the hours offered in the market place or exit the market place, to pursue further schooling. This, in turn, would serve to disrupt the production process and, accordingly, reduce productivity and the wage rate offered by firms.
Given that the coefficient estimate on the interaction term between the logarithm of schooling and the logarithm of the replacement wage ranges from -0.1064 to -0.1082 and given that the sample average for the logarithm of the replacement wage is 2.2874, the effective net return to an extra year of schooling reduces to about 1%. This result, however, should be interpreted with caution for several reasons. Firstly, and most importantly, this estimate takes into account the cost to the society of the opportunity afforded to the individual for exiting the labor force to attain further education. Therefore it is not surprising that some of the studies conducted at the micro level report significantly higher returns to education since, by their very nature, these studies cannot capture global feedbacks. Secondly, the reported result is only a point estimate that merely records the marginal, effective, pecuniary return to an agent who has attained the sample average level of schooling.
Turning attention to the impact of unemployment on pay, and for the reasons indicated above, we shall take the coefficient on lagged ) 1 /( u u  to record the more precise impact of unemployment on the market wage rate. Given that this coefficient is, about, -0.89 and given that the sample average for the unemployment rate is 0.062, the elasticity of the wage rate with respect to the rate of unemployment turns out to be -0.062. At the 99 percent confidence interval the
lies between -0.58 and -1.26 which, in turn, translates to a confidence interval for the elasticity of the wage rate with respect to the unemployment rate between -0.04 and -0.09. This compares rather well with the findings of Blanchflower and Oswald (1995) who, on page 165, report: "... In the countries studied in the book, the estimated unemployment elasticity of pay is approximately -0.1 ...". Given that the sample of countries, the period under investigation, the estimation methods and the level of aggregation in our analysis differ from the study of Blanchflower and Oswald, it is comforting to note that our estimates are not too far from theirs.
A possible question that can be raised at this stage is whether there is a need to apply an instrumental variables method of estimation to [32] . To this effect we applied a test advocated by MacKinnon (1989, 1993) to check the consistency of each estimator separately. To implement this test one has to follow a two-step procedure. In the first step, the researcher regresses the explanatory variable that is potentially correlated with the error term on a set of "instruments" and collects the residuals. In the second step, the researcher runs an OLS regression with all the explanatory variables (including the variable thought to be potentially endogenous) and the residuals from the first step. If the coefficient on these residuals is statistically insignificant, one cannot reject the null hypothesis that the variable in question does not suffer from an "endogeneity bias" -i.e, a bias which is sufficiently important to render its coefficient estimate inconsistent. Suffice to say that we applied this test to all explanatory variables in [32] . The results of the Davidson and MacKinnon, as well as the Wu-Hausman tests are reported in Table IV of the Appendix, whereas the definitions of the instruments together with data sources are given in Table I of the same Appendix. The test results indicate that we cannot reject the null hypothesis that the regressors in [32] (taken separately or as a group) are "exogenous" in the sense that the reported coefficient estimates are not seriously biased
A Wage Rate Model Applied Empirically to a Cross-Section of Developing and Highly
Developed Economies
Introduction
Whilst the empirical results obtained by estimating the wage rate model derived in Section 6 are very gratifying, one may still wonder whether the fundamentals of labor market behavior elaborated in this paper are sufficiently robust to be applicable to countries that differ significantly in their stage of development. To this effect we have applied a somewhat parsimonious version of the models described in Sections 6-7 to a group of 45 countries whose economies vary significantly in terms of per-capita incomes, and proceeded to estimate this model by a cross-section regression. What follows immediately below describes that model.
The Model
Letting , hr w   define the annual real wage rate, multiplying
, and taking logarithms, we arrive at an expression for the logarithm of the annual wage rate of the ith country at time t given by [33a] below:
to be negatively correlated with u , we shall write: 
Collecting terms we arrive at the model to be estimated empirically given by:
A particularly rewarding feature of the specification expressed by [33c] is the fact that it makes explicit the role of the price of capital in determining the equilibrium real wage rate.
Equally rewarding is the fact that [33c] allows the reader to disentangle and distinguish between 26 the forces that shift the supply schedule for labor and the forces that shift the demand schedule for labor.
A rise in the price of capital, for instance, shifts the supply schedule for labor inwards: other things equal, by making investment more attractive, a rise in the price of capital requires a rise in the wage rate to allow individuals to continue supplying the same amount of labor services to the final-goods sector. Other things equal, a rise in the capital-labor ratio, ), / ( N K by raising the marginal product of labor, shifts out the demand schedule for labor allowing firms to raise their wage offer. Other things equal, the higher is the share of labor allocated to the intermediary-goods sector, measured by ) 1 ( v  , the lower the value added per unit labor engaged in that sector and, thus, the more attractive it is to work in the final-goods sector. Since a high ) 1 ( v  is thought to be associated with a high rate of unemployment, other things equal a high rate of unemployment induces workers to accept a lower wage rate. Other things equal, the higher the quality of education of those engaged in the intermediate-goods sector, measured by , eq the higher is the productivity of that sector and the higher the wage rate required to maintain the given allocation of labor between sectors. Finally, the higher is the effectiveness/productivity of those engaged in the intermediary-goods sector, approximated by the interaction term )], )( [( u eq the higher the value added per unit of labor time allocated in that sector requiring a higher wage rate to maintain labor market equilibrium, other things equal. 
Commenting on the Empirical Findings
Apart from the coefficient estimate on eq which is statistically insignificant, all other coefficient estimates are statistically significant at the 1% or the 5% level. They are also correctly signed, and their numerical estimates are, generally, in accord with the model's predictions and/or in accord with predictions from other studies.
Whilst the point estimate on ) 1 ln(  q turns out to be considerably larger than its hypothesized value of unity it is comforting to note that the 95% confidence interval containing the "true" parameter value attached to ) 1 ln(  q ranges between 0.92 and 1.9, a range that includes the hypothesized value for the alluded point estimate.
With sample averages for u and eq equal to 0.0912 and 1.0781, respectively, the term is not very precisely estimated, one may well argue that investing in the quality of education-particularly in less advanced economies-seems to hold the key to prosperity.
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As anticipated, the elasticity of the real wage rate with respect to the capital-labor ratio,
, is not significantly different from one. All in all, the above results lend further support to our model and compliment nicely the results obtained by panel data methods of estimation.
The Informal Economy and the Price of Capital: A Further Application
In an empirical investigation involving two cross-section regressions applied to a group of 62 countries -both developing and highly developed - Pikoulakis (2010) , by deriving the exact same model described in this paper finds that, contrary to claims by Schneider (2002) , neither the corporate tax rate nor the personal tax rate are statistically significant in explaining the size of the informal economy once the effects of the price of capital and the effects of geography-a variable recording the percentage of a country's land area that lies within the geographical tropics-have been controlled for. Since the price of capital has been shown to play a pivotal role in explaining the behavior of the unemployment rate and of the wage rate, we thought that it may be of interest to the reader to mention that the analysis reported in this paper equally applies to a range of diverse issues such as, for instance, the size of the informal economy. For the convenience of the reader the empirical findings on the size of the informal economy reported in Pikoulakis (op.cit.) are reproduced in Table VII 
Summary and Conclusions
What recommends the theoretical part of our paper is its simplicity, its transparency, its analytical tractability, and its ability not only to explain away real wage rate rigidities without resorting to market imperfections, but also to explain such diverse issues as Okun's Law and the size of the informal economy. The fact that the price of capital plays a pivotal role in explaining the movements in labor supply and labor demand makes the model closer in spirit with Phelps (1994) and Phelps and Zoega (1998) . Also, by allowing for the presence of homework, the model brings out the fact that variations in the price of capital elicit not only inter-temporal substitution effects but also intra-temporal substitution effects which, in turn, makes it easier to explain away real wage rigidities without having to appeal to the notion of shirking. What recommends the empirical part of our paper is its ability to demonstrate that the postulated wage-setting behavior is -2.5 -2 -1.5 -1 -.5 -.5 0 .5 1 1.5 The Price of Capital strongly supported by the data across a diverse spectrum of economies, and that the empirical regularity reported in Blanchflower and Oswald (op.cit) is also supported by both the model and the data. Table I Variables Used to Estimate Equation [32] Variable Definition
APPENDIX
LN()
Natural logarithm of the wage rate. The wage rate  is defined as the average real wage expressed in 1996 purchasing power parity divided by the annual hours worked per employee. The wage rate is taken from Marquetti (2004) and the hours data come from Groningen Growth and Development Centre and the Conference Board (2006).
LN(Schooling)
Natural logarithm of the average schooling years in the total population in the age group over age 25. Source: Barro and Lee (2001) .
LN(Rep. Wage)
Natural logarithm of the replacement wage. The replacement wage is a product of the wage rate  defined above and the average gross unemployment benefit replacement rate sourced from OECD, Tax-Benefit Models available at www.oecd.org/els/social/workincentives.
(u/(1-u))
Unemployment-to-employment ratio defined as a difference between total labor force and total employment divided by total employment. Source: OECD Population and Labour Force Statistics.
Additional variables used as instruments in the endogeneity tests
Government
General government final consumption expenditure (% of GDP). Source: World Development Indicators. 
Fertility
